absence of clear legal rules is costly. First, it leads to variance in assessments of the legal standard and thus to divergences of behavior from the social optimum. Some corporate fiduciaries may overestimate the legal constraints and forgo efficient transactions, while others may underestimate the very same constraints and carry out inefficient transactions. Second, legal indeterminacy creates liability risk, which risk-averse fiduciaries are in a poor position to bear. Exposing corporate fiduciaries to this risk makes their services more costly and less productive to shareholders.
The scenario just described bears on the optimal enforcement policy for corporate law. Normally, optimal enforcement is said to combine the highest sanctions defendants can bear with correspondingly low rates of enforcement.' In civil law, this can be achieved through decoupled liability.' While defendants pay the maximum possible, plaintiffs receive a lower amount, thus creating optimal deterrence with minimal litigation. However, legal indeterminacy in the corporate law context warrants the opposite type of decoupling, whereby defendants pay less than the maximum they can bear and plaintiffs-or, in shareholder suits, plaintiffs' attorneys-receive more than the defendant pays. Liability insurance and indemnification achieves precisely this effect. 7 ample, Kahn v Tremont Corp, 694 A2d 422, 428 (Del 1997 ) (describing arm's length bargaining); Cinerama, Inc v Technicolor, Inc, 663 A2d 1156 , 1167 -68 (Del 1995 (evaluating an undisclosed material interest of board members); Cede & Co v Technicolor, Inc, 634 A2d 345, 361-64 (Del 1993) (defining a material interest of board members in a transaction); Citron v Fairchild Camera and Instrument Corp, 569 A2d 53, 70 (Del 1989) (defining control of the corporation by a minority shareholder); Rosenblatt v Getty Oil Co, 493 A2d 929, 944-45 (Del 1985) (setting the scope of disclosure to shareholders); Weinberger v UOP, Inc, 457 A2d 701, 711 (Del 1983 ) (using an entire fairness standard); In re Tri-Star Pictures, Inc, 20 Del J Corp L 854, 862 (Del Chanc 1995) (1991) .
' This explanation does not preclude other possible benefits of insurance and indemnification. According to one theory, liability insurers provide valuable monitoring services that justify the cost. See Clifford G. Holderness, Liability Insurers as Corporate Monitors, 10 Intl Rev L & Econ 115, 116 (1990) . See also Noel O'Sullivan, Insuring the Agents: The Role of Directors' and Officers' Insurance in Corporate Governance, 64 J Risk & Ins 545 (1997) (finding substitutability between insurance and alternative monitoring devices in a sample of British firms). To the extent that such monitoring is effective, its value only adds to that of the decoupling mechanism described here. The decoupling rationale also complements the argument that firms buy liability insurance in order to lower expected The combination of less than maximum sanctions and high rates of enforcement is optimal for two reasons. First, litigation can reduce legal uncertainty. As decided cases accumulate, the interpretation and proper application of fiduciary standards become clearer, allowing directors and officers to estimate legal outcomes more accurately and thus to behave closer to the social optimum. Second, the combination of low sanctions and high enforcement also reduces the risk corporate fiduciaries bear. Insofar as fiduciaries are risk averse, their disutility from high and infrequent monetary sanctions exceeds their disutility from low and frequent sanctions, despite the fact that the expected sanction is the same. The difference between the two is a deadweight loss to society, which can be reduced by making sanctions low and frequent.
One clarification is in order. While I argue that liability insurance and indemnification can be an efficient response to a given level of indeterminacy in corporate law, I do not claim that it is efficient as practiced today. For one thing, litigation has costs, which must be weighed against any gains it generates. While the development of legal doctrine and reduction of liability risk are undeniably desirable, they may not justify the substantial costs of shareholder claims. Moreover, it is not clear that the current level of insurance and indemnification coverage is optimal. Insurance and indemnification may overprotect defendants fiom sanctions for breaches of fiduciary duty and encourage excessive filing and quick settlement of frivolous lawsuits. Finally, the extent to which corporate law relies on open-ended standards may or may not be efficient. Even if insurance and indemnificabankruptcy losses. See David Mayers and Clifford W. Smith, Jr., On the Corporate Demand for Insurance, 55 J Bus 281, 284-85 (1982) . Decoupling is effective independent of whether the burden that expected indemnity payments impose on firms is substantial. Others have justified insurance and indemnification on the basis that firms can benefit by protecting risk-averse fiduciaries from liability risk instead of increasing their direct compensation. See Mark E. Parry and Arthur E. Parry, The Purchase of Insurance by a RiskNeutral Firm for a Risk-Averse Agent, 58 J Risk & Ins 30 (1991) . Existing evidence, however, does not support the claim of substitutability between direct compensation and insurance. See note 3. By contrast, the decoupling rationale for insurance and indemnification is reinforced by, but does not depend upon, managerial risk aversion. Nor does the rationale depend on substitutability between direct compensation and insurance.
' For the role of precedents in clarifying the law, see Marcel Kahan and Michael Klausner, Standardization and Innovation in Corporate Contracting (or "The Economics of Boilerplate"), 83 Va L Rev 713, 722-23 (1997); Michael Klausner, Corporations, Corporate Law, and Networks of Contracts, 81 Va L Rev 757, 775-78 (1995) 277-78 (1985) ; William M. Landes and Richard A. Posner, Legal Precedent: A Theoretical and Empirical Analysis, 19 J L & Econ 249, 271-72 (1976) . tion serves as an efficient decoupling device in response to these standards, it is debatable whether its open-endedness is in all cases inescapable. 9 The Article proceeds as follows. Part I analyzes the costs of indeterminacy in corporate law and makes the case for addressing indeterminacy by increasing enforcement and reducing sanctions. Part II explains how liability insurance and indemnification achieves the combination of high enforcement and low sanctions by serving as a decoupling device. Part HI examines several considerations relevant for determining whether current insurance and indemnification practices achieve efficient decoupling, focusing on the cost of litigation, the need for decoupling to encourage litigation, the impact of insurance and indemnification on settlement rates, and the adequacy of deterrence where insurance and indemnification coverage is complete. The discussion then inquires whether state competition in corporate chartering can ensure that the current law is efficient in all of these respects, and concludes that it can do so only in a limited way. While competing states can benefit from addressing indeterminacy, they may lack the incentives to address it in the most efficient way.
I. OPTIMAL ENFORCEMENT POLICY FOR CORPORATE LAW
American corporate law is not an exact science. Rather, it is a set of loosely defined guidelines made concrete by courts after the fact. The message the guidelines carry, in general, is that corporate fiduciaries simply must do their utmost to promote shareholder interests. Exactly what this means in practice is not clear. Although court decisions list relevant criteria for judging managerial behavior, these criteria are not exhaustive. Indeed, courts often emphasize their incompleteness, leaving the legal community wondering what additional criteria may prove relevant in the future.'° The following discussion investigates the effects of this legal indeterminacy on social welfare and its implications for law enforcement. Drawing on the widely accepted idea that legal certainty is important for business planning," it argues that indeterminacy leads managerial behavior to diverge from 
A. The Costs of Indeterminacy in Corporate Law
The primary cost of indeterminacy in corporate law is that it undermines the efficacy of the law in directing managerial behavior. No matter how strong the incentives to comply with the law, confusion about its precise meaning inevitably leads directors and officers to behave differently from the way they should. To see this, consider first a simple world in which a single criterion determines the propriety of managerial behavior, and the only uncertainty pertains to its degree. Suppose, for example, that price is the only relevant criterion for evaluating managerial behavior in management buyouts, 3 and that the most one can glean from the precedents is that while a buyout price that far exceeds the current share price is likely to be upheld, a price only slightly higher than the current price may be deemed too low. In this scenario, different corporate fiduciaries may well have different estimates of the legally sufficient premium, and of their potential liability.' 4 As a result, their behavior will differ. Even if each fiduciary is prepared to bear the same expected liability, "2 Needless to say, the discussion here refers only to behavior subject to judicial scrutiny. Even perfectly determinate law does not ensure that all decisions made by corporate fiduciaries are socially optimal. Many erroneous decisions receive full immunity under the business judgment rule. They are clearly not affected by the law. But in all areas of corporate activity outside the protection of the business judgment rule-that is, whenever law matters-indeterminacy is disruptive.
" In practice, judicial review of management buyouts is far more complex than a mere price adequacy test and includes other criteria, such as whether the board probed the market and entertained competing offers before it decided to approve the buyout. As will be shown below, the existence of multiple criteria only exacerbates the costs of indeterminacy.
" The analysis here differs from that in Richard Craswell and John E. Calfee, Deterrence and Uncertain Legal Standards, 2 J L Econ & Org 279 (1986), and Steven Shavell, Economic Analysis of Accident Law 79-83, 93-97 (Harvard 1987) . These models assume that the probability of liability for any choice of behavior is common knowledge and preferences are uniform. See Craswell and Calfee, 2 J L Econ & Org at 281. They show that under this assumption, legal uncertainty typically results in overdeterrence, which can be corrected either by making the legal standard less exacting or by reducing the sanction. Legal uncertainty still entails a cost because it exposes individuals to costly sanctions even when their behavior is optimal. These sanctions may increase when the law becomes more uncertain because at some point greater uncertainty begins to weaken deterrence. This Article relaxes the assumption of uniform expectations and preferences in order to demonstrate an additional cost of uncertainty that is independent of the costliness of sanctions. some will offer shareholders only a low premium over stock price, while others will offer a high premium. Their different choices may persist notwithstanding their access to the same legal precedents and commentary and despite their knowledge of the choices made by others. 5 The divergence of their assessments will reflect the degree of indeterminacy in the law. As legal indeterminacy increases, so will disagreement, and so will the variance in individual behavior. No matter how sanctions are set, this will inevitably lead to greater divergence of behavior from the social optimum.
6
Once we abandon our simple world for the real one in which corporate legal standards involve multiple criteria, the variance in estimates and thus in behavior is likely to be even greater. Disagreement can be considerable, for example, when courts take into account not only price but also the timing of the transaction, the publicity it is given, the tax advantages it confers, the firm's declining performance, or other factors that point to the directors' good faith belief that the shareholders received the best price. 17 Beliefs are likely to further diverge in the event that another bidder is competing with management to buy the firm. Here the law instructs the board to consider for each bid, among other things, the adequacy and terms of the offer; its fairness and feasibility; the proposed or factual financing of the offer and the consequences of that financing; questions of illegality; the impact of the bid on other constituencies, provided that it bears some reason-able relationship to general shareholder interests; the risk of nonconsummation; the basic shareholder interests at stake; the bidder's identity, prior background, and other business venture experiences; and the bidder's business plans for the corporation and their effects on shareholder interests."
Even if all corporate fiduciaries hold the same estimates of their potential liability, differences in their individual preferences will cause their behavior to vary. When the law is determinate, sanctions can be set high enough to deter fiduciaries from undercomplying with legal requirements. And because there is no risk that a sanction will be imposed on fiduciaries who comply with the law, there is no reason for them to overcomply either. By contrast, when the law is indeterminate, the probability of liability is always positive and increases incrementally with movement toward undesirable behavior. Consequently, fiduciaries with lower utility from engaging in the regulated behavior, or higher disutility from sanctions, restrain their behavior more than others. In the management buyout hypothetical discussed earlier, for example, fiduciaries offer premiums over the share price such that their marginal utility from lowering the premium equals their marginal disutility from increasing their legal exposure. As legal indeterminacy increases, the probability of liability becomes less sensitive to changes in premiums, and the premiums offered by any two fiduciaries with different utility functions further diverge. Thus, it is impossible to induce uniform fiduciary behavior.
The divergence of behavior from the social optimum as a result of legal indeterminacy is costly. 9 3) . To my mind, legal clarity is valuable in both situations. Fiduciary duties are designed to compel corporate fiduciaries to behave optimally despite buyout hypothetical. Assume again that price is the only criterion for determining the propriety of management buyouts and that a particular premium would be socially optimal in a certain buyout. Because the law does not announce that premium as the threshold of liability, corporate fiduciaries must estimate the threshold based upon past interpretations of the legal standard. Those who underestimate it choose a lower premium, thereby harming shareholders. Those who overestimate it may forgo the buyout altogether to avoid harming themselves.' Consequently, more underpriced than overpriced management buyouts take place in the market, causing stock prices to decline. 21 Legal indeterminacy also gives rise to risk-bearing costs. In a world of costless monetary sanctions, the disutility to directors and officers from paying damages would not present a social concern. Every dollar they paid in damages would be collected by plaintiffs, keeping social welfare fixed. But sanctions are not costless in the real world because directors and officers may well be risk averse, especially when they stand to lose large amounts of money relative to their personal wealth. 22 Consequently, every dollar they lose in court is worth more than a dollar to them.' As their self-serving inclinations. Clarification of the legal standard through litigation is necessary to inform fiduciaries not about the socially optimal behavior-which they may know already-but rather about the behavior required of them by law. Since the legal requirement constrains their behavior, clarifyring this requirement will lead their behavior to converge to the mean of the legal standard, which is assumed to be set optimally.
" Management buyouts can increase firm value in a number of ways. See Ronald J. Gilson and Bernard S. Black, The Law and Finance of Corporate Acquisitions 404-29 (Foundation 2d ed 1995) (reviewing the literature). Suppose that the firm's current market capitalization is $70 million, but that its true value is $100 million before the buyout and $120 million after the buyout. In the absence of a rule announcing $100 million as an adequate offer price, fiduciaries who underestimate the adequate price will offer shareholders less than that amount. Fiduciaries who overestimate it will proceed with the buyout only if they believe the adequate price to be lower than $120 million.
" 
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legal indeterminacy increases and the variance of trial outcomes grows, so too does this loss. 24 Although initially borne by corporate fiduciaries, the cost of liability risk does not rest with them. At least in part, it is passed on to shareholders in a number of ways. First, it manifests itself in the escalation of executive and board compensation, as well as in the refusal of able individuals to serve on boards.' Second, directors and officers may spend large amounts of shareholder money on expensive legal advice in order to minimize their risk.' Third, it provokes excessive caution in business decisionmaking, which is particularly problematic because very little can be done to prevent it. Even ex ante compensation for bearing liability risk fails, because officers and directors will still try to reduce the risk ex post by being overly cautious.'
B. Low and Frequent Sanctions as a Response to Indeterminacy
Classic deterrence theory treats the severity of sanctions and the frequency of enforcement as alternative policy tools for regulating behavior. 28 Legal sanctions force individuals contemplating undesirable behavior to weigh their potential liability against their private benefit from that behavior. They will engage in the controlled activity only to the extent that their private benefit exceeds their expected disutility from liability (which equals their disutility from the possible sanctions multiplied by the probability of incurring the sanctions).' In principle, numerous combinaless than a dollar to them.
2 This analysis evaluates conservatively the increase in risk-bearing costs as a result of greater uncertainty. In practice, risk-bearing costs increase even more because at some point greater uncertainty begins to reduce deterrence, and so sanctions must increase in order to keep the mean managerial behavior from shifting. See Craswell and Calfee, 2 J L Econ & Org at 298-99 (cited in note 14 tions of sanction and enforcement levels can achieve the same deterrent effect. Monetary sanctions, for example, can be as low as a few pennies or as high as the entire personal wealth of defendants. The rate of law enforcement can vary from bringing to court a few wrongdoers to bringing to court as many as can be detected. But while frequent enforcement and severe sanctions are in principle alternative ways to deter wrongdoers, in practice enforcement is often more costly. As long as sanctions are less costly than enforcement, optimal enforcement policy combines the highest sanction defendants can bear with low enforcement. While the level of deterrence remains unchanged, it is achieved at minimum cost.
The indeterminacy that characterizes corporate law, however, introduces another variable into the pure deterrence calculus and alters its result. Given indeterminacy, enforcement serves not only as a deterrent, but also as a means to clarify the law. Enforcement is the engine for generating case law. As decided cases accumulate, fiduciary standards become clearer. Every court decision applies the standards to a specific factual scenario and sheds additional light on their meaning.' This does not mean that indeterminacy ever disappears. The elucidation of corporate law through adjudication is a never-ending process. New uncertainties quickly replace resolved ones, as the dynamic nature of the corporate world constantly poses new legal questions to be answered." While it is futile to hope for the elimination of legal uncertainty in a standard-based regime, a steady flow of lawsuits is rather necessary to keep certainty from decreasing." " See note 8 and accompanying text. For an illustration of the process by which precedents make concrete standards in the context of management buyouts, see Edward B. judgment. But while this may seem to undercut the value of relying on enforcement to reduce uncertainty, its effect is not as substantial as it first appears. First, all settlements of shareholder lawsuits must be approved by the court. In Delaware, this process involves a close judicial inspection of the proposed settlement on its merits.' While possibly less detailed and authoritative than court decisions after full trial, written opinions in settlement proceedings do serve to clarify the law. 4 Even written opinions from earlier trial stages can provide important legal guidance. Settlements often follow denial of motions to dismiss or motions for summary judgment, in which the court opines about the strength of the case and sets valuable guidelines for future behaviol' Second, both decided cases and settled cases can reduce legal uncertainty indirectly by honing the skills of judges and attorneys." Experienced judges apply legal standards in a more principled manner than do uninitiated judges. Veteran trial attorneys predict legal outcomes better than do unseasoned ones. Even cases that settle mid-trial contribute to those skills and thus are valuable. Third, while settlements may be less effective than full trials in clarifying the law, they are also less expensive: they obviate the need to hear witnesses, involve lower damage alize from individual court decisions to predict the future course of the law. Only the aggregate of numerous precedents indicates legal trends. See Rock, 44 [66:887 awards, and induce fewer litigant expenditures. Hence, particularly when final decisions are scarce, the value of each additional decision may justify the cost of the suits that settle. ' In addition to inducing optimal behavior by clarifying the law, frequent enforcement combined with low sanctions also reduces risk-bearing costs. Legal indeterminacy creates an omnipresent risk of liability." While corporate fiduciaries can limit their legal exposure by altering their behavior, they can never eliminate it. They do not know whether they will be sued, and cannot foretell the outcome of a suit if it is brought. To the extent that corporate fiduciaries are risk averse, their disutility from this uncertainty exceeds their expected sanctions and thus constitutes a deadweight loss to society. This loss can be mitigated by reducing sanctions below the maximum that corporate fiduciaries can bear while increasing the frequency of enforcement. 39 Uncertainty is lower when its only source is legal indeterminacy than See Romano, 7 JL Del 1999) . "Reducing sanctions while increasing the rate of enforcement can also alleviate liability risk when the law is clear but some individuals, whose private gain from violating the law exceeds the expected sanction (which is set equal to the social cost of their behavior), are not deterred and face uncertain enforcement. See Polinsky and Shavell, 69 Am Econ Rev 880 (cited in note 5). Legal indeterminacy, however, is an additional source of liability risk, which constitutes an independent reason to reduce sanctions and increase the rate of enforcement. Note that this explanation differs from the standard treatment of liability insurance and indemnification as a response to legal uncertainty. Previous commentators have noted that director and officer liability insurance and indemnification can shift liability risk from risk-averse fiduciaries to diversified shareholders. See Parry and Parry, 58 J Risk & Ins 30 (cited in note 7); Kraakman, 93 Yale L J at 864-67 (cited in note 27) (arguing that insurance for acts of management serves to shift liability risk from managers to shareholders). Risk shifting, however, requires that managerial compensation reflect the expected cost of liability. This requirement is not borne out in the existing empirical evidence. See note 3. The decoupling rationale does not imply a similar requirement. Rather than shifting the risk to shareholders, decoupling reduces the risk fiduciaries bear by making sanctions more frequent and less severe.
when it is also unknown who will fall within the sample of corporate fiduciaries that are sued. Since the two risks are not negatively correlated, reducing one of them by increasing the occurrence of litigation lowers overall liability risk. The degree to which enforcement should be raised and sanctions reduced depends on the level of legal indeterminacy. Because risk-bearing costs are higher when legal indeterminacy is greater, the benefit of reducing sanctions and increasing enforcement is also greater in this context.
II. ACHIEVING OPTMAL ENFORCEMENT THROUGH DECOUPLED LIABILITY
Having identified how a combination of frequent lawsuits and lenient sanctions can serve the socially valuable goals of increasing determinacy in corporate law and reducing legal risk, the discussion now turns to the implementation of this enforcement policy. The central difficulty is similar to that presented by the traditional policy of combining maximum sanctions and minimum enforcement: The amount of damages that optimally deters defendants' misconduct will not necessarily prompt the proper level of litigation by plaintiffs. The solution in both cases is to decouple liability-to separate the damages defendants pay from the awards plaintiffs collect-so that sanctions and enforcement can be adjusted separately. In corporate law, where frequent enforcement and low sanctions are desirable, insurance and indemnification performs the necessary decoupling by allowing plaintiffs to collect more than what defendants pay.
A. Standard and Reverse Decoupling
Consider first the traditional policy of combining minimal enforcement with maximal sanctions. Achieving this is straightforward in criminal law, where enforcement is conducted by the government. The intensity of law enforcement in this case is a matter of prosecutorial discretion, and the magnitude of sanctions can be controlled by legislation. Clearly, the government can adjust one without altering the other.
It is more difficult to pursue a similar enforcement policy in civil law because the frequency of enforcement is directly controlled by the magnitude of damage awards, and so imposing high monetary sanctions on defendants also induces plaintiffs to sue. The solution to this problem is to break the tie between the magnitude of sanctions and the level of enforcement, and to award plaintiffs an amount of money different from what defendants 
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pay. 4 " While defendants should pay as much as they can afford, plaintiffs should receive whatever is needed to induce them to sue frequently enough to create the desired deterrent effect. Although in principle plaintiffs might need to receive either less or more than what defendants pay, the literature treats the latter possibility as more theoretical than real. The focus on awarding plaintiffs less than what defendants pay is not surprising. It follows from the assumption that defendants should always pay the highest damages possible. The only reason to award plaintiffs more than that amount is that failing to do so would result in insufficient litigation. The circumstances in which awarding plaintiffs the entire personal wealth of defendants would result in too little litigation are not common.
Just like the combination of low enforcement and high sanctions, the combination of frequent enforcement and lenient sanctions can readily be achieved when law enforcement is entrusted to public authorities. Public enforcers are not motivated by the pecuniary profits they may gain from litigation, but rather by policy goals and institutional incentives. Indeed, criminal law enforcement is based almost exclusively on sanctions that do not directly benefit law enforcement authorities. It is more difficult to combine lenient sanctions with frequent enforcement, however, when enforcement is entrusted to individual plaintiffs. Unlike paid prosecutors, private plaintiffs will file suit only if they expect to collect damages high enough to recover their expenses. If damages were paid exclusively by defendants, any increase in enforcement could be brought about only by an increase in sanctions. (Del Chanc 1989) . In these cases, the prospect of gaining control over the firm as an incentive to sue is absent, and so litigation depends on compensating plaintiffs for their expenditures.
torneys for the considerable expenses of corporate litigation without imposing the full cost of the litigation on defendants as a sanction. 42 In contrast to the situation where maximum sanctions are optimal, however, in the present context it is easy to see the need for awarding plaintiffs more than what defendants pay. It is more likely that plaintiffs will face weak incentives to sue when defendants pay far less than they can afford. 3 Although insurance and indemnification provides complete protection only from duty of care liability, its decoupling effect spans the spectrum of fiduciary duties. Insurance policies ordinarily exclude from coverage the receipt of personal profit or advantage to which to the insured was not legally entitled." But not all breaches of fiduciary duty other than the duty of care fall under this exclusion. For example, a dominated board that approves managerial self-dealing in which it has no direct interest may be in breach of its duty of loyalty, and yet be insured. Similarly, both management and the board may run afoul of the duty of loyalty by not disclosing material information relevant to the approval of otherwise fair self-dealing, and still be covered by insurance.
Furthermore, the line between loyalty and care issues is often murky, particularly at the early stage when the claim is filed. It is commonplace for plaintiffs to assert facts that give rise to both claims at once in order to avoid dismissal due to exculpation statutes. 4 5 Insurers routinely cover settlements of such mixed, "Importantly, in addition to defraying the cost of bringing fiduciary claims, insurance and indemnification also defrays the cost of defending these suits, which may be even higher. See Romano, 7 hard-to-categorize fiduciary claims in order to save the costs of protracted litigation. Indeed, when settlement of the fiduciary claims also releases related securities class actions, the willingness to extend insurance coverage is even greater. The same is true for indemnification. State laws that permit indemnification typically restrict it to situations that do not raise loyalty issues. Settling the claim, however, avoids determination of whether the restriction applies. Thus, even breaches of fiduciary duty that after trial may be excluded from coverage are potentially covered ex ante for purposes of calculating expected liability. Notably, the effectiveness of insurance and indemnification as a decoupling mechanism owes itself to the notorious agency relationship between shareholders and the attorneys who represent them in court." Because the attorneys do not share the cost of insurance and indemnification, payment from that source is a net gain for them and an incentive to sue. Were the interests of attorneys aligned with those of the shareholders they represent, attorneys would also consider the cost of insurance and indemnification and, consequently, would not regard recovery from insurance and indemnification as an incentive to sue. The presence of transaction costs would always render the cost of insurance and indemnification higher than their benefit, and attorneys internalizing both would refrain from filing suits." care only. See note 38.
" Insurance and indemnification covers not only awards paid to shareholders but also attorney fees. See Goodrich v E.F. Hutton Group, Inc, 681 A2d 1039 (Del 1996) . This is key to the effectiveness of insurance and indemnification as a tool for decoupling liability because shareholder suits are controlled by attorneys rather than shareholders. Colum L Rev 1277 , 1317 -28, 1342 -45 (1991 ; Bernard S. Black, Shareholder Passivity Reexamined, 89 Mich L Rev 520, 523 (1990) . Furthermore, even if shareholders captured the entire benefit from lawmaking, they would not consider this benefit when making litigation decisions. See Kraakman, Park, and Shavell, 82 Georgetown L J at 1741, 1748, 1756 n 64 (cited in note 3) (making an analogous argument about the benefit from deterrence).
B. Insurance and Indemnification Versus State Subsidies to Plaintiffs
To decouple liability for the purpose of encouraging litigation is essentially to subsidize litigation. In general, subsidies to plaintiffs can come from any source. One possible source can be taxpayer money. Subsidies from this source could take the direct form of awarding supplemental payments to winning plaintiffs or the indirect form of supporting the court system using public funds." Corporate law does not rely on public funding to subsidize litigation, but rather imposes the cost of litigation on shareholders through the mechanism of liability insurance and indemnification. Firms that use the law more often through their involvement in lawsuits pay higher insurance premiums and spend more on indemnification, thus contributing more to the development of the system.
In principle, imposing this cost on shareholders can be efficient in that it compels them, as consumers of corporate law, to pay for its maintenance. 49 Whether it is efficient in practice depends on whether the indeterminacy that warrants such maintenance could be avoided. Some indeterminacy is probably inescapable in view of the relational context of the corporate contract.°B ut does the current level of indeterminacy in the law represent no more than this minimum? I remain skeptical. One point is clear, however. The competition among states in providing corporate law gives no assurance that the current level of indeterminacy in state law is optimal. Since the market for corporate law is imperfectly competitive, it can easily sustain excessive indeterminacy. 5 If indeterminacy in corporate law is too high, shareholders who internalize its cost shoulder an unnecessary burden that their economic activity did not create. And if that is the case, [66:887 even if insurance and indemnification is an efficient response to indeterminacy, it can at most be a second-best solution, inferior to the adoption of more determinate law. Whether current insurance and indemnification practices are in fact such an efficient response is a question I shall turn to next.
III. Is DECOUPLING EFFICIENT IN PRACTICE?
That liability insurance and indemnification can be desirable given indeterminate law does not mean that it is so as practiced today. Among the relevant considerations in this regard are the cost of enforcement, the possibility that legal uncertainty in itself spurs enough litigation, the extent to which insurance and indemnification induces settlements, and the adequacy of deterrence under the current legal regime. Below I analyze each of these factors.
A. The Cost of Enforcement
The analysis thus far has presented only the benefits of reducing sanctions and increasing enforcement of corporate law. Optimal enforcement, however, balances benefits against costs. Specifically, enforcement should be increased only insofar as its marginal cost is lower than its marginal benefit. 2 In principle, this optimum can be anywhere. On one extreme, if the marginal cost of enforcement is always higher than its marginal benefit in clarifying the law and reducing liability risk, the optimum will be reached when enforcement is minimal. In this case, there will be no advantage in decoupling liability through insurance and indemnification. On the other extreme, if the marginal cost of enforcement is always lower than its marginal benefit, the optimum will be reached when enforcement is maximal. In this case, liability should be decoupled completely, resulting in numerous lawsuits and minuscule participation of defendants in payment of damages.
" Naturally, increased enforcement produces both meritorious and nonmeritorious lawsuits. See Mahoney, 66 U Chi L Rev at 927-28 (cited in note 3). However, either type of lawsuit develops the law, and both reduce liability risk. See, for example, Rock, 44 UCLA L Rev at 1098 (cited in note 30) (showing that because even defense victories are valuable in clarifying the law, fees for plaintiff victories should be sufficiently high to motivate bringing cases that might be lost). It would be ideal to increase only the number of meritorious lawsuits, but to the extent that nonmeritorious lawsuits are filed due to plaintiffs' misconception of the legal standard, selective encouragement of only meritorious lawsuits is impossible. Nevertheless, requiring defendants to contribute to settlement payments could motivate them to defend their position more vigorously and so discourage nonmeritorious lawsuits. See text accompanying notes 62-64.
The truth is probably somewhere in the middle. Whereas the marginal cost of enforcement is initially lower than its marginal benefit, this relationship eventually reverses. The social optimum is located where the two are equal. At this point, more than the minimum number of suits is brought, and defendants personally bear more than the minimum amount of sanctions. The logic behind this conjecture is twofold. First, the marginal cost of enforcement likely increases as enforcement increases. Law enforcement requires an initial fixed investment in legal infrastructure. The basic investment in establishing a court system and legal services is the same whether few or many suits are filed thereafter. After the initial investment has been made, the marginal cost associated with any additional suit is relatively low. The cost to a trained judge of handling two lawsuits is not much higher than the cost of handling one. Similarly, a lawyer with an established corporate practice can litigate a second lawsuit without having to reacquire the legal knowledge he acquired to litigate the first. However, the marginal cost of enforcement is not constant. Because the least costly suits are brought first, the cost of litigation per suit increases as more suits are brought.' While initially low, the marginal cost of enforcement gradually escalates, and may eventually equal the benefit from further increases in enforcement.
Second, the marginal benefit from enforcement is likely to decrease as enforcement increases. Consider first the value of enforcement as a means of clarifying the law. When the level of litigation is low, any additional lawsuit reduces legal uncertainty, both by producing decisions and by training judges and lawyers. As cases accumulate, however, the contribution to legal certainty made by each additional case diminishes. The probability that a new case will address an unanswered question decreases, as existing case law is likely to address commonly encountered scenarios.
The marginal benefit from reducing risk-bearing costs should also decline as enforcement increases. Insofar as enforcement reduces legal uncertainty, high levels of enforcement correlate with Compare Bebchuk and Kaplow, 21 J Legal Stud at 367 (cited in note 16). The argument in the text assumes that the increase in the marginal cost of enforcement outweighs any decrease in that cost due to economies of scale. In fact, it is enough to assume that even if economies of scale are initially substantial, they gradually decline. This assumption is very plausible. As litigation increases, lawyers and judges gain expertise, and the law becomes less uncertain and hence less costly to litigate. But all these effects, which reduce the marginal cost of enforcement, become less significant as the volume of litigation continues to grow. low levels of uncertainty. Low levels of legal uncertainty in turn impose only moderate risk-bearing costs on corporate fiduciaries, and hence there is less utility in further reducing these costs.' Furthermore, the low sanctions that accompany high levels of enforcement render individual managerial risk-bearing costs relatively insensitive to additional increases in enforcement and decreases in sanctions.
B. Legal Uncertainty as an Insufficient Inducement for Litigation
Having established that legal indeterminacy warrants frequent enforcement with low sanctions, one should still inquire whether insurance and indemnification is necessary to achieve this goal in practice or whether legal uncertainty itself spurs sufficient litigation. Just as uncertainty leads to disagreement between different defendants, the argument would go, it also leads to disagreement between defendants and plaintiffs. This, in turn, results in more disputes proceeding to trial without settling.' Optimal enforcement may thus be achieved with no need for decoupling. ' The question, however, is whether legal indeterminacy alone can induce sufficient litigation. Assuming that damages today are set optimally, they would have to be significantly lower in the absence of insurance and indemnification lest deterrence be too high. Given such low damages, it is far from clear that the propensity to sue would be sufficient. To take an extreme case, if damages were lower than the cost of bringing a suit, no divergence of expectations would suffice to induce litigation. ' An indication that decoupling liability through insurance and indemnification is necessary to induce litigation notwithstanding the divergence of litigant expectations due to uncertainty is the relatively low number of fiduciary claims brought today, when both of these factors affect lawsuit filings. All accounts on this matter point to the same conclusion. While figuring prominently in the " See id at 273-74 (arguing that litigation subsidies may be needed to prevent underproduction of precedents when litigants' reservation price is lower than the cost of adjudication).
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C. The Pressure to Settle
Earlier I noted that the misalignment of interest between attorneys and the shareholders they represent makes insurance and indemnification effective for inducing litigation. 9 However, while self-interest drives attorneys to file suits where shareholders would not, it also leads them to settle many of those suits before they produce socially valuable precedents.' Indeed, it is the very availability of insurance and indemnification that motivates these settlements. Settling a claim relieves both plaintiffs' attorneys and defendants from the hazards of trial. Plaintiffs' attorneys who lose their cases in court receive no compensation for their work. Defendants who are found liable for acts of dishonesty or the receipt of personal profit or advantage to which they were not legally entitled may be neither insured nor indemnified. Settling a claim avoids both of these hazards. 6 ' But a high settlement rate is not an inevitable byproduct of insurance and indemnification. Settlements could be discouraged if defendants had to contribute to their payment. 2 Indeed, defendant participation in payment of settlement awards could also prevent another undesirable effect of liability insurance and See notes 46-47 and accompanying text. Settlements are certainly valuable in developing the law. See notes 33-37 and accompanying text. However, to the extent that their value is lower than that of trials, they dilute the effectiveness of litigation as a vehicle of lawmaking and should not be encouraged.
01 See Coffee, . Alternatively, settlements could be discouraged and trials encouraged if firms were permitted to indemnify fiduciaries for damages and trial expenses even when held liable. Just like mandatory participation of defendants in settlement awards, this would render the choice between settling the claim and proceeding to trial less consequential for defendants. However, compelling defendants to participate in settlement awards is preferable for two reasons. First, it motivates defendants not only to proceed to trial but also to defend their position vigorously and refrain from colluding with plaintiffs. Second, it preserves the deterrent effects of the law, which could be upset by allowing indemnification of defendants who were found liable. Another way of discouraging settlements could be to tax them. However, a tax might fail to discourage settlements because defendants would agree to higher settlement payments, knowing that they are fully covered.
indemnification, namely the filing of frivolous suits solely for their settlement value.' Plaintiffs' attorneys would probably be more selective in bringing suits if they anticipated that defendants would contest them vigorously. For now, however, the desirability of defendants' participation in settlement payments remains a theoretical question. In practice, insurers do not insist on including personal coverage retention in insurance policies because they are equally compensated by company coverage retention." Similarly, whenever state law permits firms to indemnify defendants, there is no limit on coverage. Mandating a minimum personal coverage retention by law could fill this gap. But, as with any intervention in the market, it is difficult to ascertain what makes for optimal personal coverage retention and, indeed, whether it should be mandated at all."
D. The Level of Deterrence
The prevalence of fully covered settlements under current insurance and indemnification practices also raises deterrence concerns. The evidence on this issue is hardly conclusive. On the one hand, it is clear that directors and officers routinely settle fiduciary claims with complete insurance and indemnification coverage." 6 Most corporations today purchase for their fiduciaries insurance that covers all their losses in suits that cannot be indemnified. Only 5 percent of the insurance policies today include personal coverage retention. In the absence of evidence showing that fiduciaries' compensation reflects the cost of insurance," this complete coverage may well result in underdeterrence. On the other hand, both directors and officers face a higher turnover rate 
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after having been sued. 9 Also true, but difficult to quantify, is that fiduciary claims inconvenience directors and officers and harm their reputations." 0 This disciplining effect is bolstered by the vilifying tone that court decisions often employ when condemning a defendant's conduct. 7 In a world of rapid information flow and attentive media coverage, these sanctions can be effective. The same is true with respect to court decisions that precede or approve settlements. These decisions also impact defendants' reputations and thus have a deterrent effect."
E. State Competition as a Guarantor of Efficiency
As the foregoing discussion shows, it would be difficult to measure whether corporate law addresses legal indeterminacy efficiently. First, it is not clear how to determine whether the reliance on open-ended standards is optimal. Second, it is hard to gauge whether current insurance and indemnification practices respond to the resulting uncertainty efficiently.
These hurdles would be avoided if one could identify a market mechanism that ensures optimality with no need of empirical proof. The decision of shareholders to insure and indemnify corporate fiduciaries clearly provides no such assurance. Shareholders of individual firms are not interested in producing precedents for the entire shareholder community, and therefore do not calibrate insurance and indemnification to achieve this goal optimally. But while shareholders cannot be trusted to adopt socially optimal insurance and indemnification practices, perhaps state competition provides alternative theoretical grounds to believe that the system is efficient. State corporate law, including the law on insurance and indemnification, did not develop in a vacuum. Rather, it developed against the backdrop of states actively competing to attract incorporation by adjusting their laws to the preferences of corporate decisionmakers. The current law that allows most fiduciary claims to settle with full insurance and indemnification coverage is a product of this competition. Whatever can be said about the desirability of the law that state competition produces in general should be applicable here as well.
Unfortunately, the implications of state competition for the efficiency of current insurance and indemnification practices are not much clearer than the implications for other aspects of corporate law. Take, for example, the deterrence issue. Those who view state law as an outcome of destructive competition among states to appease corporate fiduciaries 3 would likely treat the lack of mandatory participation of defendants in settlement payments as further proof of their claim that the law underdeters directors and managers. Those who trust competition to breed optimal law 74 might also argue that full insurance and indemnification coverage leaves just the level of deterrence that shareholders want. As far as theory goes, either interpretation may be right. 7 "
State competition provides a more definite, but still incomplete, answer to the question whether the law on insurance and indemnification induces optimal production of precedents. Commentators generally agree that an important source of Delaware's appeal is its developed corporate case law and experienced judiciary and bar. 7 " As a general matter, Delaware's desire to maintain its appeal tends to ensure that the high settlement rate under its insurance and indemnification law optimizes precedent production. This assurance, however, is not perfect. First, even assuming that current precedent production is optimal, it may not be achieved at minimum cost. Arguably, if defendants had to participate in settlement payments, their willingness to settle would decline, as would the motivation of plaintiffs to sue. A body of case law comparable to the one existing today could thus be developed at a lower cost. The reason why Delaware fails to do this is likely political. Despite being inefficient for lawmaking, a multitude of lawsuits and settlements benefits the local corporate bar by generating legal fees and reducing the risks of litigation." Second, in view of the lawyers' interest in settlements, there is no assurance that current precedent production in itself is optimal. Delaware lawyers gain when the rates of both litigation and settlement are higher. Even if a lower settlement rate could accelerate precedent production and lure additional firms and lawsuits to Delaware, the bar may still prefer fewer firms and lawsuits, as long as many of the lawsuits settle.
The final question that needs to be answered in order to determine the overall efficiency of insurance and indemnification is whether the very use of legal standards that rely on litigation is optimal. There is little value in using litigation to address legal indeterminacy if more determinate law could be formulated at a lower cost. As in the case of precedent production, here too it is not obvious that Delaware maintains its preeminence by offering optimally determinate law. Given its dominant position in the market for corporate chartering, Delaware may benefit from offering overly indeterminate standards. Although excessive indeterminacy may reduce the absolute value of Delaware law, Delaware's well-developed system of adjudication allows it to compensate for some of this indeterminacy. And although other states can copy Delaware's law, they cannot easily emulate its adjudicatory experience and keep up with its growing body of case law. Rev 469, 513-14 (1987) . The argument that current litigation practices do not minimize the cost of lawmaking relies on the assumption that the cost-benefit ratio of settled claims is higher than that of adjudicated claims, and so more adjudicated claims out of fewer filings could develop the law at a lower cost. In fact, the interest group theory can support a similar argument without making any assumption about costs using a revealed preference reasoning. That is, one can infer that the current system of lawmaking is not the cheapest possible from the fact that this system has developed in a state whose influential bar is interested in maximizing profits from legal services.
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Consequently, maintaining indeterminate standards may further entrench Delaware as the corporate chartering leader." 8 
CONCLUSION
The rationale this Article offers for director and officer liability insurance and indemnification relies on the value of corporate litigation as a public good. 79 The benefit of corporate litigation in clarifying the law accrues to all finms at once. Because neither shareholders of individual firms nor attorneys suing on their behalf can capture this benefit, neither has sufficient incentives to sue unless compensated to an extent that might overdeter defendants. Insurance and indemnification addresses this market failure through reverse decoupling, which allows courts to compensate plaintiffs for their litigation expenditures without imposing the full cost on defendants.
But to identify the manner in which director and officer insurance and indemnification responds to indeterminacy in corporate law is not to conclude that the existing system is efficient. Shareholders of individual firms subsidize damage awards not because it is efficient for the shareholder community as a whole, but because of the need to recruit able directors and officers and encourage risk-taking.' There is therefore no reason to expect shareholders to enter into socially optimal insurance and indemnification contracts with corporate fiduciaries. In particular, shareholders may well protect fiduciaries from more liability than is necessary to achieve the goals of decoupling. 8 ' Moreover, the existence of a competitive insurance market does not guarantee that insurance contracts are socially optimal. All it guarantees is that insurance prices are actuarially fair for the coverage firms select. ' See, for example, Louis Harris and Associates, Outside Directors and the Risks They Face-III 43 (1998) (reporting survey results according to which 89 percent of the outside directors of Fortune 1000 firms say that inadequate or no liability insurance would be a major barrier to joining a board).
S Shareholders of individual firms do internalize the benefits from reducing the hiability risk that directors and officers of those firms bear, and so insurance and indemnification may be socially optimal for achieving this goal. But the benefits from developing the law are shared by the entire shareholder community, and should not affect the decision of shareholders of individual firms to provide fiduciaries with insurance and indemnification.
While the absence of proper private incentives to set insurance and indemnification coverage optimally may warrant regulation, it is difficult to determine what regulation, if any, is best. The discussion above demonstrates that computing the optimal regulation directly involves such elusive variables as the level of deterrence, the incentives to sue in the absence of decoupling, and the net social gain from case law. Theoretically, the results of the competition among states in attracting incorporation could be the key to the answer. These results are fairly clear. New York law mandates the inclusion only of nominal personal coverage retention provisions in director and officer insurance policies. Delaware law does not go even that far. 8 2 And no state limits the extent of indemnification coverage when indemnification is permitted. However, how to interpret these results is unclear. The bare fact that Delaware maintains its preeminence in the market for corporate chartering while allowing most fiduciary claims to settle with full insurance and indemnification coverage is neutral with respect to determining whether deterrence in that state is optimal. It can be squared both with the view that Delaware law is popular thanks to tailoring deterrence to fit shareholder needs and with the view that Delaware law unduly shelters aberrant fiduciaries from liability. Nor does state competition guarantee that Delaware law optimizes precedent production. Although Delaware as a state can benefit from developing case law through litigated cases, its bar can benefit from settlements as well. Finally, the very reliance on standards in Delaware law is not necessarily optimal either. It may well reflect an advantage Delaware gains from making its law dependent on its reputable adjudication services. 
